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Changing Tax Rates and New 
Depreciation Rules Create Problems for 
the Small Corporation
By Mary Ellen Phillips
The new depreciation rules of the 
Economic Recovery Tax Act of 1981 
will have the effect of creating de­
ferred taxes on the balance sheets of 
almost all corporations that prepare 
their financial statements based on 
generally accepted accounting princi­
ples. In the past, the examples of 
deferred taxes created by depreciation 
related only to the use of alternative 
depreciation methods for tax and ac­
counting purposes. Now, because the 
statutory lives for assets are not the 
same as useful lives, all depreciation 
expense will create deferred taxes for 
all corporations.
Price Waterhouse recently expressed 
the problem this way.
With relaxed LIFO conformity rules 
and the new tax law in place, one 
thing is certain: more interperiod tax 
allocation by more entities - hence, 
more nonsense numbers in more 
financials; more problems and more 
cost for more people.
Our objections to Opinion 11 run to 
something deeper than perceived 
conceptual dross and endured 
agonies of applications. They run to 
results: nonrevenues, nonexpenses, 
nonassets, and nonliabilities that 
have no correspondence to anything 
in the real world; forced into business 
reports at staggering cost to 
preparers.1
The objective of this article is to 
show some of the conceptual and com­
putational problems of applying Ac­
counting Principles Board Opinion No. 
11, “Accounting for Income Taxes,” 
(APB No. 11)2 and to demonstrate the 
preferability of the liability approach to 
deferred taxes which was rejected by 
the Board. These problems have been 
extended to even the very small cor­
porations by the new tax code depre­
ciation rules.
This article will first describe the 
types of differences between financial 
and tax accounting, then discuss the 
deferred methods of APB No. 11 in­
cluding the alternative approaches to 
these methods. This will be followed by 
a brief history of corporate tax rates 
and brackets, and a discussion of the 
new depreciation rules. Next is a 
discussion of the computational prob­
lems of applying APB No. 11 to small 
corporations and a summary of these 
problems. Finally some conclusions 
and recommendations for revision of
APB No. 11 will be made, to make the 
rules for deferred taxes more readily 
usable by the small corporations.
Most small corporations would gen­
erally use the same depreciation 
method and the same useful lives for 
both tax and accounting purposes. 
Therefore the tax expense for financial 
reporting and the taxes payable per 
the tax return would be the same 
amount assuming no other timing dif­
ferences. This approach was used to 
avoid making two sets of computations 
for depreciation and to simplify the ac­
counting and reporting for both tax and 
financial purposes.
The 1981 tax code changes have 
established depreciable lives for as­
sets that in many cases will be sub­
stantially less than the assets’ useful 
lives, and therefore not acceptable for 
financial accounting. The new rules 
also include changes between depre­
ciation methods for each asset. The 
new tax rules use accelerated depre­
ciation in the early years and switch to 
either straight-line or sum-of-the- 
year’s-digits in later years. Corpora­
tions can elect the straight-line 
method. Therefore, it will no longer be 
possible to use the same depreciation 
expense for financial accounting and 
reporting that is used for federal in­
come tax purposes.
APB No. 11 was written to establish 
rules for the treatment of the tax effect 
of the differences in accounting and 
taxable income created by using alter­
native methods for tax and financial 
accounting purposes. These timing dif­
ferences create deferred taxes. The 
opinion permits the use of either the 
gross method or the net method of ac­
counting for deferred taxes. If a cor­
poration’s taxable income is always in 
the highest tax bracket, either method 
will produce the same results, as long 
as the tax rates and brackets remain 
the same. If a corporation’s taxable 
income fluctuates between the tax 
brackets or if the brackets or rates are 
changed then differing amounts of 
deferred taxes will result depending on 
the method used to determine de­
ferred taxes. In some instances the 
use of the net method can even cause 
debit balances when there should be 
credit balances or the reverse, or can 
result in a balance that is in excess of 
the maximum tax rate or below the 
minimum rate.
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Types of Differences 
Between Financial and Tax 
Accounting
The opinion differentiates between 
differences that will reverse them­
selves over time and therefore be 
equal in total and those differences 
that will never be equal over time. The 
differences that will never reverse 
themselves are called permanent dif­
ferences, and those that will reverse 
are called timing differences.
Permanent Differences
APB No. 11 requires that the tax ex­
pense be computed on net income 
after eliminating all permanent dif­
ferences. Permanent differences are 
the result of items never being subject 
to tax, or the result of a method of ac­
counting allowed for tax purposes that 
is not permitted under generally ac­
cepted accounting principles and 
whose total effect is not equal.
An example of items not being sub­
ject to tax is the premium on officer’s 
life insurance and the proceeds from 
the policy upon death of the insured. 
In this case, neither the expense of the 
premiums nor the gain from collecting 
on the policy enter into the computa­
tion of taxable income but are reported 
on the financial statements. An exam­
ple of accounting methods that never 
result in the same amounts is percent­
age depletion for minerals allowed by 
the tax code and cost depletion used 
for financial reporting. These two 
methods will never result in the deple­
tion expense for tax purposes being 
equal to the depletion expense used 
to compute financial statement 
income.
Timing Differences
Timing differences are the result of 
the recognition of revenue and ex­
pense in one period for tax purposes 
and in another period for accounting 
purposes. These timing differences 
are caused by using alternative ac­
counting principles or methods which 
cause revenue or expense to be dif­
ferent in a given year, but over time to 
total to the same amount.
An example of the difference in tim­
ing in the recognition of revenue can 
be the result of using the percentage- 
of-completion method of accounting 
for long-term contracts for financial 
reporting, thus recognizing income 
Computational problems are 
encountered by small 
corporations.
over the life of the contract. However, 
for tax purposes, a corporation could 
use the completed contract method 
which recognizes all the income from 
a contract at its completion. The total 
income is the same, but the income for 
any given year, between methods, dur­
ing the life of the contract is different.
A timing difference in the recognition 
of expense could be caused by using 
different depreciation methods. For ex­
ample, a corporation could use a 
declining balance method to determine 
taxable income and the straight-line 
method for the financial reporting. 
Over the life of the asset, total depre­
ciation expense is equal, but the de­
preciation expense for any given year, 
between methods, is different.
The yearly difference multiplied by 
the corporation’s maximum tax rate 
creates deferred taxes, which can 
have either a debit or credit balance. 
A credit balance results when tax ex­
pense for financial reporting is more 
than taxes payable per the tax return 
and a debit balance results when the 
reverse is true. Good tax planning puts 
off as long as possible the reporting of 
revenues and recognizes expenses as 
soon as possible. Therefore you would 
generally expect to see a credit bal­
ance in the account deferred taxes.
Deferred Tax Methods Per 
APB No. 11
Ideally, an accounting should be 
maintained for every single item affect­
ing revenue or expense that caused a 
timing difference. Thus the amount 
reducing deferred taxes as a timing dif­
ference reverses would be exactly 
equal to the amount entered as de­
ferred taxes over time. APB No. 11 
recognized that this specific identifica­
tion could create a great deal of record 
keeping and is not cost effective. 
Therefore, APB No. 11 allows both the 
gross method and the net method of 
accounting for deferred taxes.
Gross method
This method is an extension of the 
specific identification method. The 
gross method permits the totalling 
together of all items in a single cate­
gory of expense, such as depreciation, 
that create timing differences. All items 
in a single category of expense that 
are reversing are also added together. 
The current maximum tax rate is ap­
plied to the timing differences initiating 
in the current period. The rate used 
when the timing difference originated 
is applied to the timing differences that 
are reversing. Thus the amount of 
deferred taxes should equal zero when 
all timing differences are reversed.
The gross method, like the specific 
identification method, requires detailed 
recordkeeping. To apply the gross 
method, a corporation must keep 
records of the tax rates in effect when 
the timing differences originated. Be­
cause of this additional recordkeeping 
it can be assumed that most com­
panies rejected this approach and 
selected the more expedient net 
method.
Net Method
When using the net method all tim­
ing differences for any given expense 
are totalled together. No distinction is 
made between timing differences that 
are initiating and timing differences 
that are reversing. The current year’s 
maximum tax rate is applied to the net 
amount.
If a corporation’s maximum tax 
bracket and rate remains constant, 
when all timing differences have re­
versed, there should be no balance in 
deferred taxes. If a corporation’s max­
imum tax brackets or rates differ from 
year to year, then the amount de­
ducted from deferred taxes when a 
timing difference reverses will not be 
equal to the amount recorded when 
the deferred taxes originated. This will 
result in leaving a balance in deferred 
taxes when none exists or even cause 
a credit balance to become a debit 
balance or vice versa when no balance 
should exist.
Alternative Approaches
In applying either the gross or net 
method, APB No. 11 requires that the 
approach should be from an income 
statement point of view. Therefore 
deferred taxes are the result of multi­
plying the income statement timing dif­
ferences times the maximum tax rate 
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for the corporation. Effectively de­
ferred taxes are the difference be­
tween tax expense and taxes payable 
and thus a derived amount.
An alternative to the income ap­
proach is the balance sheet approach, 
referred to as the liability approach. 
Under the liability approach the total 
value that should be in deferred taxes 
is determined based on the balance 
sheet differences between financial ac­
counting and tax accounting of those 
items that created the timing dif­
ferences. This approach was rejected 
in the formulation of APB No. 11. This 
change in deferred taxes is then the 
difference between the newly com­
puted balance and the amount already 
in deferred taxes. If this alternative is 
used, income tax expense becomes 
the derived amount.
If a corporation’s maximum tax 
bracket and tax rate remain constant, 
both the income statement and the 
liability approaches will result in exact­
ly the same amounts for the change in 
deferred taxes and income tax ex­
pense for the financial statements. In 
fact the liability approach can be used 
as a doublecheck of the results of us­
ing the income approach. If a corpora­
tion’s maximum tax bracket and/or tax 
rate change, then these two alter­
natives will not produce the same 
values for income tax expense and the 
change in deferred taxes.
In summary, either the gross or net 
method and either approach to these 
methods will produce the same results 
provided the tax brackets and rates re­
main constant and the corporation’s in­
come remains within a given tax 
bracket. In our depressed economy, 
corporate earnings are apt to fluctuate 
downward, thus changing a corpora­
tion’s maximum tax bracket. Also the 
tax brackets and rates for corporations 
have not remained constant over time. 
Hence the environment and conditions 
that existed when APB No. 11 was 
written have changed.
CORPORATE TAX BRACKETS 
AND TAX RATES
In 1967, when APB No. 11 was writ­
ten, the following corporate tax 
brackets and tax rates were in effect.3
0 - $25,000 @ 22% 
Over $25,000 @ 48%
The following table shows the tax 
brackets and rates in effect from 
1954-1978.
Corporate Tax Rates and Brackets 
Per Code Section 11 (b)(c)
 Brackets  










The table shows that the tax brackets 
remained constant over a long period, 
and the low bracket included only very 
small corporations. The rates also fluc­
tuate very little. Thus the environment 
in which APB No. 11 was written was 
one of unchanging tax brackets and 
minor fluctuations in the maximum 
rate.
In 1975 a middle bracket was added. 
In 1979, both the tax brackets and the 
tax rates were again changed to the 
following:4
$ 0-$ 25,000 @ 17%
$25,001 - $ 50,000 @ 20% 
$50,001 - $ 75,000 @ 30% 
$75,001 - $100,000 @ 40% 
Over $100,000 @ 46%
The Economic Recovery Tax Act of 
1981 has again changed the tax rates, 
but left the brackets the same. How­
ever this is not a single change, but a 
decrease in rates in the two lowest 
brackets for two consecutive years. 
The new rates are as follows:5
Tax Year Beginning in 1982
$ 0-$ 25,000 @ 16%
$25,001 - $ 50,000 @ 19% 
$50,001 - $ 75,000 @ 30% 
$75,001 - $100,000 @ 40% 
Over $100,000 @ 46%
Tax Year Beginning in 1983
$ 0 - $ 25,000 @ 15%
$25,001 - $ 50,000 @ 18% 
$50,001 - $ 75,000 @ 30% 
$75,001 - $100,000 @ 40% 
Over $100,000 @ 46%
The environment of unchanging tax 
brackets and tax rates that prevailed 
in 1967 no longer exists. For corpora­
tions with income in excess of $100,000 
the changes have been minimal. How­
ever for the corporation with income 
under $100,000 there has been con­
tinual change. This continued change 
in tax brackets and rates coupled with 
the new changes in the depreciable 
lives of assets under the Economic Re­
covery Tax Act of 1981 have created 
deferred tax conceptual and computa­
tional problems for corporations with 
income under $100,000 not antici­
pated when APB No. 11 was written. 
Only two brackets existed and the 
rates changed very little, during the 
time preceding the development of 
APB No. 11.
New Depreciation Rules
The Economic Recovery Tax Act of 
1981 contains the Accelerated Cost 
Recovery System (ACRS) for depre­
ciable property placed in service in the 
1981 tax year or later. ACRS is a 
method which uses accelerated depre­
ciation methods expressed as percent­
ages over statutory lives, of 3, 5, 10 or 
15 years depending on the type of 
property. These lives may or may not 
be the same as the useful lives used 
in financial accounting. The ACRS sys­
tem ignores salvage value. The tax­
payer also has the option to elect to 
use the straight-line method over either 
the statutory life or a longer life which 
is specified in the new rules.
The depreciation expense is based 
on varying percentages of double­
declining balance and then a switch to 
straight-line to maximize depreciation 
expense in the later years, with one ex­
ception, depreciable personal property 
acquired after 1985 will switch to sum- 
of-the-year’s-digits method in later 
years.
If straight-line depreciation is not 
elected, the new ACRS rules will result 
in changing from the declining balance 
method to either the straight-line or 
sum-of-the-year’s-digits method for 
assets. The computations will not be 
based on the useful lives but on arbi­
trarily established cost recovery peri­
ods. Therefore, corporations will 
depreciate assets faster for tax pur­
poses than for financial reporting 
purposes.
The result of the new ACRS is that 
all corporations will now have timing 
differences created by the difference 
between depreciation expense for fi­
nancial accounting and depreciation 
expense for tax purposes. The new 
ACRS rules do not follow any one of 
the acceptable depreciation methods 
under generally accepted accounting 
principles. For corporations whose in­
come subject to tax is over $100,000 
the application of APB No. 11 will not
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TABLE 1
Timing Differences
1982 1983 1984 1985 Total
ACCOUNTING DEPRECIATION:
a. $11,000 - $1,000 $ 2,500 $ 2,500 $ 2,500 $ 2,500 $10,000
TAX RETURN DEPRECIATION:
Tax Code Percentage— 
per ACRS 25% 38% 37% 0% 100%
b. Depreciation Expense- 
Basis $11,000 $ 2,750 $ 4,180 $ 4,070 $ 0 $11,000
TIMING DIFFERENCE (a-b) $( 250) $(1,680) $(1,570) $ 2,500 $(1,000)
Balance
TABLE 2
Gross Change or Net Change?
1982 1983 1984 1985 12/31/85
TIMING DIFFERENCES 
from Example 1 250) $(1,680) $(1,570) $ 2,500 $(1,000)
DEFERRED TAXES FOR THE 
CURRENT YEAR
0 - $25,000 @ 16%-1982 
@ 15%-1983 and thereafter
$( 40)
$( 252) $( 236)
?
BALANCE OF DEFERRED 
TAXES $( 40) $( 292) $( 528) ?
create computational problems, but for 
the corporation whose income subject 
to tax is less than $100,000 or whose 
income fluctuates between the tax 
brackets some difficult computational 
problems exist.
Computational Problems
The corporate tax rates, even at the 
lowest levels of 15 or 16%, probably 
will result in income tax expense that 
is material in relation to net income. 
Therefore even the corporation whose 
income is under $100,000 will need to 
follow the requirements of APB No. 11. 
The opinion was written assuming un­
changing tax rates and not anticipating 
the number of tax brackets that are 
now part of the corporate tax rate 
structure.
Table I is an example of the depre­
ciation expense for a single asset 
created by the new ACRS rules, and 
the timing difference that results. This 
table uses the new percentages for 
accelerated depreciation. Note that the 
total timing difference will never total­
ly reverse until the asset is sold be­
cause the depreciable bases are not 
the same and ACRS does not create 
a salvage value comparable to the 
declining balance methods used in 
financial accounting.
For this example a company pur­
chases a light truck on January 1, 1982 
for $11,000. The useful life is 4 years 
with a $1,000 salvage value and the 
life under ACRS is 3 years. The com­
pany uses straight-line depreciation for 
financial accounting and accelerated 
depreciation for tax purposes per 
ACRS.
TABLE 3
Liability Approach Using Future Rates
19851982 1983 1984
Accumulated Depreciation— 
Financial Statements $ 2,500 $ 5,000 $ 7,500 $10,000
Accumulated Depreciation 
Tax Return $ 2,750 $ 6,930 $11,000 $11,000
Difference in Accumulated 
Depreciation $( 250) $(1,930) $(3,500) $( 1,000)
Deferred Tax Balance @ 15% 
Times the Difference $( 38) $( 290) $( 525) $( 150)
Deferred Tax Balance Prior Year -0- $(__ 38) $( 290) $( 525)
Deferred Taxes—Current Year $( 38) $( 252) $( 235) $ 375
Table 2 shows what the balance in 
deferred taxes would be if a corpora­
tion’s income subject to tax remained 
within the lowest tax bracket.
The question mark indicates that 
there is more than one answer to the 
1985 computation. Should the compu­
tation be at the rate in effect when the 
timing difference originated (1) $250 @ 
16% plus $2,250 @ 15% = $(378) or 
should it be at the rate in effect when 
the timing difference reverses (2) 
$2,500 @ 15% = $(375). Using the 
gross change approach, the first alter­
native would be correct. Using the net 
change method the second choice 
would be selected. Both methods will 
leave a balance in deferred taxes un­
til the asset is sold. For the gross 
change the balance is $150 or 15%, 
for the net change method the balance 
is $153.
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If the liability approach to the net 
method is used and the known future 
tax rate is used, then the computation 
would be as follows in Table 3.
Using the known future rate of 15%, 
assuming it is the best estimate, re­
sults in lower deferred taxes in 1982 
than either the gross or net change 
method and gives the same result as 
the net method in 1985.
Table 3 could also have been pre­
pared using the tax rate in effect in the 
current year. If this approach has been 
taken, then the solution would be as 
in Table 4. Note, the difference be­
tween this table and Table 3 occurs 
when the rates change in 1983.
The income statement approaches 
to deferred taxes show that differences 
between the gross change and net 
change method will occur at the point 
of reversal of the timing differences. 
The liability approach will result in the 
adjustments to deferred taxes occur­
ring at the point in time when the rates 
change (in 1983 in Tables 3 and 4).
This simple example shows that 
there will be different solutions to de­
ferred taxes depending on the method 
used and the approach taken in apply­
ing that method to determine deferred 
taxes. These differences result even 
though a corporation’s income stays 
within a given tax bracket. Even more 
dramatic differences can be demon­
strated if a corporation’s income were 
to move upward through the tax brack­
ets, or downward through the tax 
brackets, or fluctuate up and down.
Fluctuating Income Examples
The next example, Table 5, demon­
strates the effects of the various meth­
ods on the prior example, assuming 
that a corporation has increasing in­
come that will place its taxable income, 
per the tax return, and income subject 
to tax, per the financial statements, in 
the next higher tax bracket each year.
Table 5 shows that if a company’s 
income is rising through the brackets, 
that the net method can result in a 
debit balance in deferred taxes, even 
though $1,000 of timing difference re­
mains on which tax must be paid when 
the asset is sold. If a corporation’s in­
come increases to the top bracket 
sooner, the results will be even more 
dramatic. This simple example demon­




Liability Approach Using Current Rates
19851982 1983 1984
Difference in Accumulated
Depreciation (see Example 3) $( 250) $(1,930) $(3,500) $(1,000)
Deferred Tax Balance
@ Current Year’s Tax Rate1 $( 40) $( 290) $( 525) $( 150)
Deferred Tax Balance Prior Year -0- $(__ 40) $( 290) $( 525)
Deferred Taxes—Current Year $( 40) $( 250) $( 235) $ 375
116% in 1982, 15% in years 1983-1985.
2Total difference in accumulated depreciation to date $1,930 ($250 plus $1,680) 
@ 18% or $347 less balance of deferred taxes in 1982 ($40).
1982 1983 1984 1985
Timing Differences—Example 1 $( 250) $( 1,680) $( 1,570) $ 2,500
Taxable Income $20,000 $40,000 $60,000 $80,000
Maximum Tax Rate 16% 18% 30% 40%
Current Tax Liability $ 3,200 $ 6,450 $11,250 $17,750
GROSS CHANGE METHOD PER 
APB NO. 11:
Deferred Taxes Current Year $(___ 40) $( 302) $( 471) $ 5131
Balance of Deferred Taxes $( 40) $( 342) $( 813) $( 300)
Tax Expense $ 3,240 $ 6,752 $11,721 $17,237
1$250 @ 16% plus $1,680 @ 18% plus $570 @ 30% (rates in effect when timing 
difference originated).
NET CHANGE METHOD FOR 
APB NO. 11:
Deferred Taxes Current Year $( 40) $( 302) $( 471) $ 1,000
Balance of Deferred Taxes $(___ 40) $( 342) $( 813) $ 177
Tax Expense $ 3,240 $ 6,752 $11,721 $16,750
LIABILITY APPROACH TO NET 
CHANGE METHOD:
Deferred Taxes Current Year $( 40) $( 307)2 $( 703) $( 650)
Balance of Deferred Taxes $( 40) $( 347) $( 1,050) $( 400)
Tax Expense $ 3,240 $ 6,757 $11,953 $17,100
correct results. Income taxes are still 
owing on the $1,000 of untaxed differ­
ence, yet the deferred taxes have 
become a debit balance. The gross 
method will result in a deferred liabil­
ity valued at the latest rate in effect 
when the timing difference was origi­
nating and may understate liabilities. 
The liability method results in a de­
ferred tax liability equal to the corpora­
tion’s most recent maximum tax rate. 
If the best estimate of a liability is the 
result of using the most recent infor­
mation about a corporation’s tax rate, 
then the liability method is the prefer­
able one.
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TABLE 6
Income Moving Downward
1982 1983 1984 1985
Timing Differences $( 250) $( 1,680) $( 1,570) $ 2,500
Taxable Income $80,000 $60,000 $40,000 $20,000
Maximum Tax Rate 40% 30% 18% 15%
Current Tax Liability $18,250 $11,250 $ 6,450 $ 3,000
GROSS CHANGE METHOD PER
APB NO. 11:
Deferred Taxes Current Year $( 100) $( 504) $( 283) $ 707
Balance of Deferred Taxes $( 100) $( 604) $( 887) $( 180)
Tax Expense $18,350 $11,754 $ 6,733 $ 2,293
NET CHANGE METHOD PER
APB NO. 11
Deferred Taxes Current Year $( 100) $( 504) $( 283) $ 375
Balance of Deferred Taxes $( 100) $( 604) $( 887) $( 512)
Tax Expense $18,350 $11,754 $ 6,733 $ 2,625
LIABILITY APPROACH TO NET
CHANGE METHOD:
Deferred Taxes Current Year $( 100) $( 479) $(___ 51) $ 480
Balance of Deferred Taxes $( 100) $( 579) $( 630) $( 150)
Tax Expense $18,350 $11,729 $ 6,501 $ 2,520
TABLE 7
Income Fluctuating Up and Down
1982 1983 1984 1985
Timing Differences $( 250) $( 1,680) $( 1,570) $ 2,500
Taxable Income $20,000 $110,000 $40,000 $80,000
Maximum Tax Rate 16% 46% 18% 40%
Current Tax Liability $ 3,200 $ 30,350 $ 6,450 $17,750
GROSS CHANGE METHOD PER
APB NO. 11:
Deferred Taxes Current Year $(___ 40) $( 773) $( 283) $ 916
Balance of Deferred Taxes $( 40) $( 813) $( 1,096) $( 180)
Tax Expense $ 3,240 $ 31,123 $ 6,733 $16,787
NET CHANGE METHOD PER
APB NO. 11:
Deferred Taxes Current Year $4___ 40) $( 773) $( 283) $ 1,000
Balance of Deferred Taxes $( 40) $( 813) $( 1,096) $( 96)
Tax Expense $ 3,240 $ 31,123 $ 6,733 $16,750
LIABILITY APPROACH TO NET
CHANGE METHOD:
Deferred Taxes Current Year $(__ 40) $( 848) $ 258 $ 230
Balance of Deferred Taxes $( 40) $( 888) $( 630) $( 400)
Tax Expense $ 3,240 $ 31,198 $ 6,162 $17,520
Table 6 is based on a company 
whose taxable income, per its tax 
return, and income subject to tax, per 
the financial statements, are declining 
through the brackets. In this example, 
the balance in the deferred taxes 
under the net method is in excess of 
the maximum possible tax rate of 46% 
times the $1,000 of untaxed income. 
If the company’s income continues to 
remain in the lowest tax bracket the 
liability method gives the correct 
results and the gross change method 
overstates the liability. If the corpora­
tion’s tax bracket were to change be­
fore the asset were sold, the liability 
method is the only method that will 
correct this change in rates.
Table 7 was prepared to show the 
problems created when a corpora­
tion’s income fluctuates up and down 
from year to year.
Table 7 shows that again all three 
approaches result in three different 
solutions to the same set of facts. 
Under the liability approach there is a 
debit to deferred taxes in both 1984 
and 1985, caused by using 46% in 
1983. The adjustment to deferred 
taxes is much smaller in 1985, due to 
the lower tax bracket in 1984. In this 
example the net method gives a nor­
mal balance in deferred taxes and not 
the abnormal results that Table 5 
showed, however, the balance in 
deferred taxes is less than the lowest 
tax rate. The gross method shows a 
balance at 18.0% of $1,000; far below 
the current tax rate of 40 per cent.
Summary of the Examples
The simple example of the truck was 
created with a low asset value to keep 
the timing difference between financial 
accounting and tax accounting depre­
ciation expense within a single tax 
bracket. When timing differences ex­
ceed the amount of income subject to 
tax at the maximum rate, it is not clear 
whether they should be computed at 
the maximum rate or the excess over 
income subject to maximum rate at the 
next lower rate. When APB No. 11 was 
written, corporations with taxable in­
come over $25,000 were at the max­
imum rate and the assumption was 
that the maximum rate should be used. 
In the illustration, the example created 
was used throughout; no attempt was 
made to try a variety of examples. The 
taxable incomes were also selected to 
keep the timing difference within a
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single tax bracket. In actual practice, 
a corporation can have a number of 
asset acquisitions and disposals dur­
ing each year. These can vary infinitely 
in number and size from company to 
company. Thus the timing differences 
can be material or almost zero if the 
timing differences originating and 
reversing are equal. Therefore, for any 
given corporation the problems could 
be substantial or minimal or any place 
in between. To illustrate the effects of 
the changes in the Federal tax code, 
the examples were deliberately kept 
simple.
The tables do demonstrate the con­
ceptual and computational problems of 
deferred taxes created by the Eco­
nomic Recovery Act of 1981. These 
tables show that the income statement 
approach to the net method can create 
unrealistic values for deferred taxes. 
They also demonstrate that the gross 
method can overstate or understate 
deferred taxes. The tables also dem­
onstrate that varying solutions will oc­
cur depending on the method or the 
approach to the method used to ac­
count for deferred income taxes.
Conclusions
The environment of constant tax 
brackets and rates that existed when 
APB No. 11 was written has changed. 
Tax brackets and tax rates are being 
frequently altered. The changes in 
depreciation rules of the Federal in­
come tax code have mandated the 
application of APB No. 11 to smaller 
corporations which, in the past, would 
be able to use the same depreciation 
methods for both tax and financial ac­
counting purposes. In fact, many of 
these corporations probably would not 
have any timing differences because 
the depreciation expense for tax pur­
poses was acceptable for financial ac­
counting purposes.
Although APB No. 11 does not per­
mit the use of the liability approach to 
determining deferred taxes, it is the 
simplest and easiest to use in determin­
ing deferred taxes for corporations with 
income that is not in the top tax 
bracket. The income approach to the 
net method required by APB No. 11 
can result in deferred tax balances that 
are intuitively incorrect. The tables 
demonstrated that balances that 
should be credits were debits, or that 
the balances could be outside the 
minimum or maximum rates. The 
gross method can require more 
recordkeeping than can be justified for 
a relatively small corporation, par­
ticularly for those corporations that do 
not have sophisticated computerized 
accounting systems. The gross 
method can result in a deferred tax 
balance that is materially low or high.
The simple example used in this ar­
ticle demonstrates the problems in­
herent in using the income approach 
to the net method. For top bracket cor­
porations the liability approach will give 
identical results, as they are always us­
ing the maximum tax rate. In fact, it is 
often used as a verification of the in­
come approach computations.
The income statement approach for 
the net method and gross method of 
determining deferred taxes should be 
replaced with the liability method. This 
will cause the current year’s income 
tax expense for financial accounting to 
reflect any adjustment of deferred 
taxes caused by changing tax rates or 
brackets. Thus the change in estimate 
of deferred taxes becomes a compo­
nent of the current year’s income. The 
liability approach follows the re­
quirements of Accounting Principles 
Board Opinion No. 20, “Accounting 
Changes’’6 for accounting for changes 
in estimate. The liability approach also 
is the easiest and the most cost effec­
tive method for corporations whose in­
come is in the lower tax brackets.
This article was based on the 
assumption that a corporation used 
generally accepted accounting princi­
ples for financial accounting and re­
porting. For small corporations which 
use the tax return basis for reporting, 
as permitted under Statement of Au­
diting Procedures no. 14,7 dealing with 
other comprehensive basis of account­
ing, then substantial differences could 
exist between depreciation expense 
and the net book value of depreciable 
assets acquired after 1980 and for 
those acquired before 1981.
Footnoting the value for depreciation 
expense and net book value based on 
prior tax laws may be necessary to pre­
vent the financial statements from be­
ing misleading if these amounts are 
material.
Now is the time to change generally 
accepted accounting principles for 
deferred taxes. Price Waterhouse 
commented:
Last year or the year before, a rethink­
ing of Opinion 11 would have simply 
been an excellent idea, somewhat 
overdue; today it’s a crying need.8
The use of the liability approach to 
determining deferred taxes is recom­
mended. Any adjustment to the 
balance of deferred taxes caused by 
changing tax brackets or tax rates is 
made in the current year, as any 
change in estimate would be.Ω
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